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VEMORANDUM OPI NI ON

BEGHE, Judge: Respondent determ ned a deficiency of $34, 541
in petitioner's Federal incone and sel f-enploynent tax for 1993.

Respondent al so determ ned additions to tax under section



6651(a) (1)t for failure to file a return and under section 6654
for failure to pay estimated tax, of $8,635 and $1, 447,
respectively.

We nust deci de whet her petitioner’s gross inconme includes
certain paynents nmade during 1993 for services perforned by
petitioner. Petitioner clains these paynents are not his incone,
because he did not personally receive them |Instead, petitioner
directed the recipients of his services to pay an entity known as
“Universal Trust” (Universal). Petitioner asserts that Universal
shoul d be recogni zed as a separate taxable entity and that the
paynments made by the service recipients should be treated as
Universal’s inconme. |In the alternative, petitioner asserts he is
entitled to business deductions that offset the services incone.

Petitioner has also filed a “Mdtion for Sunmmary Di sposition
and/or Judgnent” and a Mdtion in Limne, which challenge the
validity of the statutory notice, question respondent’s ability
to make certain argunents or introduce certain evidence, and urge
a reallocation of the burden of proof.

In addition to rebutting petitioner’s procedural challenges,
respondent advances three argunents for including in petitioner’s

i ncone the paynents nade to Universal. First, respondent clains

1 Al section references are to the Internal Revenue Code in
effect for 1993, and all Rule references are to the Tax Court
Rul es of Practice and Procedure, unless otherw se specified.



- 3 -

petitioner’s attenpt to divert to Universal the income fromhis
personal services was an invalid assignnment of incone under the

long line of authority beginning with Lucas v. Earl, 281 U S 111

(1930). Second, respondent asserts that Universal should not be
recogni zed as a separate taxable entity because it is a “shanf
with no econom ¢ substance. Third, respondent asserts that even
if Universal is recognized for tax purposes, it is a grantor
trust whose incone is taxable to petitioner under sections 671-
679.

Respondent has al so noved for a penalty under section 6673,
on the ground that petitioner’s primary position—that the
paynments made to Universal are not petitioner’s incone—is
frivolous. Moreover, respondent has filed a notion (and
expressed reservations in stipulations) asking us to dismss the
case at hand, treat certain facts as established, or exclude
certain evidence, as a sanction for petitioner’s failure to
respond to discovery requests and to exchange docunents as
requi red by our standing pretrial order.

We reject petitioner’s procedural challenges to respondent’s
actions, deny petitioner’s notions, and hold that petitioner’s
attenpted diversion to Universal of the inconme fromhis persona
services was an invalid assignnment of inconme. W also hold that

petitioner has failed to show he is entitled to additional



deductions fromthat incone, except to the very limted extent
descri bed bel ow.

Not wi t hst andi ng t hese concl usi ons, we deny respondent’s
nmotion for a penalty under section 6673. W also deny
respondent’s notion (and other requests) for the excl usion of
evidence (or other relief) as a sanction for petitioner’s
conduct .

Procedural Setting

The statutory notice sent to petitioner determ ned that
petitioner had failed to report $104, 786 in business gross
recei pts. Respondent also sent notices to Julia Ghavam (M.
Ghavam ) and to Universal for 1993, reflecting determ nations
that Ms. CGhavam and Universal had each received an identical
anount (i.e., $104,786) of business gross receipts. As explained
in nore detail below, these notices were “whi psaw’ noti ces,
designed to protect respondent’s position if it should be decided
t hat Universal had econom ¢ substance and shoul d be respected as
a separate taxable entity.

Ms. Ghavam filed a petition with this Court contesting

respondent’s determnation for 1993. See Julia Ghavam V.

Conmm ssi oner, docket No. 3692-99 (Ghavam ). Jimy C  Chisum (M.

Chi sum 2, as “Managi ng Agent for Trustee”, purported to file a

2\ note that M. Chisum and a nyriad of purported
“trusts” with which he has clained to be connected, are well
(continued. . .)



petition on behal f of Universal, contesting the notice sent to

Uni versal for 1993. See Universal Trust 06-15-90, Four WS TTO1,

Trustee v. Conmm ssioner, docket No. 3885-98 (Universal).

Due to the common issues involved, we granted respondent’s
notion to consolidate Ghavam and Universal with the case at
hand. Shortly before trial, however, respondent noved to dism ss
Uni versal for lack of jurisdiction, on the ground that M. Chisum
had failed to establish his capacity to file a petition on behalf
of Universal. Respondent also noved to sever Universal fromthe
consol i dated case, and we granted that notion. Shortly
thereafter, M. Chisumsubmtted a notion to dism ss Universal on
various jurisdictional and procedural grounds. Because
respondent and Ms. Ghavam have agreed to a decision that there
is no deficiency in Ms. Ghavam 's tax for 1993, we have al so
granted respondent’s notion to sever Ghavam fromthe case at

hand.

2(...continued)
known to this Court. See, e.g., Lipari v. Comm ssioner, T.C
Meno. 2000-280 (sec. 6673 penalty inposed on taxpayers who
clainmed they were unable to obtain records fromM. Chisum the
“trustee” of their “trust”); Banana Mdon Trust v. Conmm Ssioner,
T.C. Meno. 2000-73 (dism ssed for |ack of jurisdiction because
M. Chisum who clainmed to be “trustee”, did not have capacity to
file petition); Jeff Burger Prods., LLC v. Conm ssioner, T.C
Meno. 2000-72; Bantam Donestic Trust v. Conm ssioner, T.C Meno.
2000-63; Photo Art Mtg. Trust v. Conmm ssioner, T.C Menp. 2000-
57; CGeorge v. Conm ssioner, T.C Meno. 1999-381 (“trust” of which
M. Chisumwas “trustee” was a sham and paynents received by
that “trust” were incone of osteopathic physician who perfornmed
services that generated the incone).
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A hearing on the cross-notions to dism ss Universal was held
on June 19, 20, and 27, 2000. M. Chisumclainmed to represent
Universal at this hearing; he also testified briefly onits
behalf. At the end of this hearing, the Court took the notions
under advi senent, pending resolution of the case at hand.

Al t hough petitioner was pro se, the Court allowed M.

Chi sum who does not claimto be a nenber of the bar of any
court, to sit beside petitioner at trial. It appears that M.
Chi sum has been advi sing petitioner on the conduct of his case.

Petitioner testified neither at the Universal hearing nor in

t he case at hand.
Backgr ound

The record consists primarily of two sets of stipul ations
with exhibits, and a very |limted anount of testinony. The
stipulations are incorporated herein by this reference.

Petitioner resided in Lake Forest, California, when the
petition was filed. Petitioner neither filed an incone tax
return for 1993 nor paid any estimated tax for that year.

Respondent sent the statutory notice to petitioner on
Novenmber 18, 1998. The notice stated that $104, 786 of unreported
busi ness (Schedule C, Profit or Loss From Busi ness) gross
recei pts were includable in petitioner’s inconme. |t contained no
further explanation of this item The conputation of tax

included in the notice did not allow petitioner any deductions



ot her than the standard deduction for single filing status, and a
deduction for one-half the self-enploynent tax determ ned by the
noti ce.

Al so on Novenber 18, 1998, respondent sent a statutory
notice for 1993 to Ms. CGhavam, which stated that an identical
anount of unreported business gross receipts (i.e., $104,786) was
i ncludable in her incone. At sone time or tinmes, Ms. Chavam and
petitioner lived at the sanme address.

Approxi mately 1 year before respondent sent the notices to
petitioner and Ms. Chavam , the Comm ssioner sent a statutory
notice to Universal for 1993. The notice to Universal stated
t hat Universal had $21, 711 of unreported gross receipts. Because
Uni versal had reported $83,075 of gross receipts on its 1993
fiduciary income tax return (Form 1041), the notice reflected a
determ nation that Universal’s 1993 gross receipts were $104, 786,
t he sane anount of inconme set forth in the notices sent to
petitioner and Ms. Ghavami .3

The notice to Universal stated that the anobunt of unreported

gross receipts was determ ned using the bank deposits nethod.

% The notice to Universal also disallowed, for |ack of
substantiation, Universal’'s clained deductions for $51, 865 of
expenses and $31, 210 of distributions. Petitioner asserts that
if paynments made to Universal are includable in his inconme, he is
entitled to deduct many of the expenses paid by Universal on his
behal f. Respondent contends that alnost all anounts paid by
Uni versal were petitioner’s nondeductibl e personal expenses, not
trade or business expenses.
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During 1993, a checking account at the Bank of California (the
Uni versal account) was held in Universal’s nane. Petitioner and
Ms. Ghavam were signatories on this account and wote checks on
t he account during 1993.

As the parties have stipul ated, $104, 786 was deposited in
t he Uni versal account during 1993; of this amount, $103, 420 was
paid by third parties for work done by petitioner, and $1, 341 was
paid for work done by Ms. Ghavami . Thus, all but $25 of the
$104, 786 deposited into the Universal account during 1993 was
paid as consideration for services performed by petitioner or M.
Ghavam .

After review of sonme cancel ed checks drawn on the Universal
account, respondent has conceded that petitioner is entitled to
deduct, as trade or business expenses, $914 paid by Universal for
post age, $220 paid by Universal to sponsor sports teans, and $441
paid by Universal for printing.

Petitioner does not have, and did not maintain during 1993,
a record of his business and personal autonobile m |l eage.

The anopunt of the distribution deduction clainmed by
Uni versal on its 1993 return, $31,210, was equal to the entire
net income shown on the return. The return states that the
$31, 210 was distributed to an entity known as “QOak Hargor [sic]

Fi nance”, with the follow ng address: “P.O Box 577, Cuelth

[sic], Ontaria [sic] Canada N1H 6K9".



Facts Concerning Petitioner’'s Connection Wth Uni versal

On June 15, 1990, Donna L. Chisumas “Settlor”, Four W5 TTO1
as “First Trustee”, and M. Chisum and anot her individual as
“Wtness[es]”, executed a docunent (the indenture)* purporting to
create an entity known as “Universal Trust”. The indenture
stated that Universal was a “COMMON LAW BUSI NESS TRUST
ORGANI ZATI ON, al so known as a CONTRACTUAL COVMPANY * * * with
certain assets to be adm nistered by the Trustee for capital Unit
Hol ders represented by Certificates in accordance with the
i nal i enabl e Common Law rights afforded to man.” Notw thstandi ng
this | anguage purporting to create a trust, the indenture al so
stated that “It is expressly declared that an Uni ncor porated
Busi ness Organi zation by Contract is hereby created and not a

trust agreenent by qift, or a partnership, or a conpany, or a

corporation, or a joint venture, or any entity of statutory

nature”. (Enphasis added.)

O her docunents dated June 15, 1990, show that all 100
“capital units” that could be issued by Universal were issued on
that date to petitioner and Ms. Ghavam . These docunents state
that the capital units were issued in exchange for petitioner’s

and Ms. Ghavam’'s contribution to Universal of the foll ow ng:

4 W use the term“indenture” for convenience and not to
suggest that Universal should be recognized as a trust for State
| aw or Federal incone tax purposes.
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Desk, chair, file cabinet, typewiter,
wast ebaskets (2) tel ephones, VCR & TV, bedroom
furni shings, living roomfurniture dining roomset,
coffee tables, end tables, pictures, etc. note owed to
Lynne B. Johnston for $3500. 00 know edge, talent,
ability and | abor of [petitioner] * * * office supplies
and office tools[.] [Enphasis added.]

The indenture provided that whenever the “board of trustees”
determ ned that Universal had incone that woul d be taxable to
Universal if not distributed, the income was to be distributed to
capital unit holders in proportion to their holdings; any
remai ning i ncome was to be allocated to principal. The indenture
al so provided that on term nation of Universal any renaining
assets would be distributed to capital unit holders, also in
proportion to their hol dings.

O her docunents dated June 15, 1990 naned petitioner
“Secretary” and Ms. Ghavam “General Manager” of Universal, and
gave them authority to conduct Universal’'s day-to-day business.
As not ed above, both petitioner and Ms. CGhavam could and did
sign checks on Universal’s bank account.

A docunent entitled “Registry of Unit Certificates” purports
to show that in Decenber 1990, the 100 capital units in Universa
were transferred to an entity known as “lsiah 18", and that in
Cctober 1991, they were transferred to an entity known as “QCak
Harbor”. M. Chisumtestified that Oak Harbor was a trust

established in the Turks and Caicos with a foreign trustee; he
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also testified that neither petitioner nor Ms. Ghavam was a
beneficiary of Isiah 18 or Gak Harbor.

M. Chisumclainms that he was either Universal’s “trustee”,
or an officer or agent of Universal’'s “trustee”, from Universal’s
formation in 1990 until the time of trial, except for the period
from Qctober 1991 until May 1993.

Additional Facts Relating to Petitioner’'s Services

Petitioner is a licensed real estate sal esperson in the
State of California. At sone tine not specified in the record,
Wal ter Blazyk (M. Blazyk), the president of Wrld Wde Mrtgage
Cor porati on (WWC), approached petitioner and asked himto work
for WWC. Petitioner agreed to do the work provided that WAWC
pay Universal for the work done.

During 1993, petitioner worked for WMWC and a few ot her
parties. Also during that year, WWC paid Universal $95,596 for
wor k done by petitioner; the other parties paid Universal $7,824
for work done by petitioner. As set forth above, this $103, 420
paid for petitioner’s services was deposited into Universal’s
bank account.

Petitioner alone did the work for which WAWC paid Uni versa
the $95,596 during 1993. As far as WAWC was aware, Universal was
not involved in maki ng any of the business decisions necessary to
produce this inconme. Mreover, Universal was never involved in

t he working rel ati onship between petitioner and WWC. M.
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Bl azyk’s only contact with Universal occurred when petitioner
asked WAWC to issue the checks for his services to Universal
Until June 2000, M. Blazyk did not know and never had any
contact with M. Chisum

The parties have stipulated that Universal is not legally
entitled to hold a real estate |icense or conduct a nortgage
busi ness.

According to California Departnent of Real Estate records,
WMWC was petitioner’s enploying broker in 1993 and was stil
petitioner’s enploying broker in 1997.

Facts Relating to Petitioner’s Mtions and Respondent’'s Mbtion
for a Penalty Under Section 6673

On Cctober 7, 1999, the Court filed respondent’s Motion to
Consolidate for Trial, Briefing, and Opinion. A copy of this
nmotion was mailed to petitioner on COctober 1, 1999. The notion
st at ed:

the position of counsel for respondent * * * is that

the Universal Trust is a shamand that individual itens

of income are taxed to the individuals Kevin R

Johnston and Julia Ghavam personally, and individual

expense itens, if substantiated, are deductible by them

personal |l y.

On Novenber 8, 1999, the Court filed a copy of respondent’s
Requests for Adm ssion, which had been served on petitioner on

Novenber 5, 1999. These requests sought information relating to
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respondent’s position that Universal was a sham?® For exanpl e,
one request stated that “There has been no change in the use of
assets assigned or transferred to the Universal Trust as a result
of such transfer or assignnent.”

On April 26, 2000, the Court filed respondent’s Mdtion to
Conpel Responses to Respondent’s Interrogatories. That notion
st at ed:

the primary issue is whether Universal Trust, created

by petitioners Ghavam and Johnston; should be

di sregarded for tax purposes due to its |ack of

econom ¢ substance and attenpted assignnment of incone

with the result that the net incone reported by the

trust, is properly reported by petitioners Gravam and

Johnst on.

On June 19, 2000, during the hearing on the cross-notions in
Uni versal, the Court brought to petitioner’s attention and
di scussed for his benefit the assignnent of inconme, shamtrust,
and grantor trust theories. On June 20, 2000, the Court told
petitioner that trial of the case at hand woul d begin on June 27,
2000. The Court arranged this 1-week delay in order to give

petitioner yet nore tinme to gather evidence and to encourage the

parties to stipulate as nmany facts as possi bl e.

> Anong the factors we consider, in deciding whether a
purported trust is a shamfor tax purposes, is whether the
grantor’s relationship to the property transferred to the trust
was materially different after the trust’s formation. See
Mar kosi an v. Conm ssioner, 73 T.C. 1235, 1243 (1980).
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Respondent warned petitioner nore than 2 nonths before trial
that taxpayers in shamtrust cases have been penalized under
section 6673 for advancing frivolous argunents. On June 19,
2000, respondent’s counsel inforned petitioner that he was
prepared to nove for a penalty under section 6673 if petitioner
continued to insist that the $103, 420 paid to Universal for work
done by petitioner was not petitioner’s incone.

On June 13, 2000, petitioner had stipulated that during
1993, WAMC paid Universal $95,596 for work done by petitioner.

Trial began on June 27, 2000, after the 1-week interval
arranged by the Court; the parties submtted a Second Sti pul ation
of Facts. In that docunent, petitioner agreed to a nunber of
additional stipulations concerning the paynment of $103,420 to
Uni versal for work done by petitioner, and concerning deposits
made to Universal’s bank account during 1993. However,
petitioner refused to testify.

The Parties’ Contentions

Respondent now asserts that petitioner’s gross incone
i ncl udes $103, 420 paid to Universal during 1993 for work done by

petitioner.® According to respondent, this anmount is includable

® The statutory notice asserted that petitioner’s incone
i ncl uded $104, 786 in unreported business gross receipts.
Respondent now clainms that petitioner’s gross incone should be
i ncreased by only $103, 420, the anmount the record establishes was
paid to Universal (and deposited in its bank account) for
(continued. . .)
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in petitioner’s incone: (1) Under the assignnment of incone
doctrine; (2) because Universal was a sham or (3) if Universa
was not a sham because Universal’s incone is taxable to
petitioner under the grantor trust rules. Respondent has
conceded that petitioner is entitled to a snall anobunt of trade
or business deductions relating to this incone.

Petitioner maintains that the $103,420 is Universal’s
income, or in the alternative, contends that he is entitled to
busi ness deductions that offset the incone.

Petitioner has filed a “Motion for Sunmmary Di sposition
and/ or Judgnent” contesting the validity and effect of the
statutory notice. Petitioner has also filed a Motion in Limne
contesting respondent’s ability to make certain argunents or
i ntroduce certain evidence. Because our disposition of these
notions could affect our consideration of the substantive issues,
we turn our attention to them now.

| . Petitioner’s Mdtion for Summary Judgnment

According to petitioner’s sunmary judgnment notion,

respondent has failed to establish a sufficient |ink between

5(...continued)
services perfornmed by petitioner.

The record al so establishes that $1,341 of the $104, 786
deposited in Universal’s account was paid for services perfornmed
by Ms. Ghavam . The record contains no information about the
proper treatnment of the remaining $25 deposited in the Universal
account ($104,786 m nus $103,420 and $1, 341 equal s $25).



- 16 -

petitioner and the funds paid to Universal, which respondent
clainms are petitioner’s inconme. Petitioner asserts that as a
result, the statutory notice was an invalid “naked assessnent”,
and we nmust dismss the case at hand for |ack of jurisdiction.
In the alternative, petitioner clains respondent’s failure to
supply the necessary “predicate evidence” deprives the notice of
its usual presunption of correctness, and respondent nust bear

t he burden of proof on all issues.

A, Validity of Notice

Petitioner’s claimthat the notice was invalid effectively

asks us to “l ook behind” the notice. See Shriver v.

Comm ssioner, 8 T.C 1, 3 (1985). As a general rule, we do not

| ook behind a deficiency notice to exam ne the evidence used, the
propriety of respondent’s notives, or the adm nistrative policy
or procedure that inforns respondent’s determnations. This is
because a trial before the Tax Court is a proceedi ng de novo; our
determ nation of a taxpayer’'s tax liability nmust be based on the
merits of the case and not on any previous record devel oped at

the adm nistrati ve | evel. See Greenberg’'s Express, Inc. V.

Conm ssi oner, 62 T.C. 324, 327-328 (1974). MNoreover, even where

a taxpayer has nmade a show ng casting doubt on the validity of
respondent’s determi nation, the notice is generally not rendered

void, and it remains sufficient to vest this Court with
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jurisdiction. See Suarez v. Comm ssioner, 58 T.C. 792, 814

(1972).
The Court of Appeals for the Ninth Crcuit, to which an
appeal of the case at hand would lie, has devel oped an exception

tothis rule. In Scar v. Conmm ssioner, 814 F.2d 1363 (9th G

1987), revg. 81 T.C 855 (1983), the Court of Appeals held a
notice invalid and dism ssed the action for lack of jurisdiction
in favor of the taxpayer.

The notice in Scar informed the taxpayers that they had
$138, 000 of unreported incone froma tax shelter partnership
known as the “Nevada Mning Project”. The notice also stated
that tax was being assessed on this inconme at the nmaxi mum
mar gi nal rate because the taxpayers’ original return was
unavail able. At trial, however, the taxpayers established that
t hey had no connection with the Nevada M ning Project, and that
they had in fact filed their tax return. As a result, the Court
of Appeal s concluded that “the taxpayers proved that a
determ nation of their deficiency had not been nade”. See Scar

v. Conm ssioner, supra at 1367 n.6.

Petitioner has nade no such showing in the case at hand.
The notice sent to petitioner stated that he had $104, 786 in
unreported business receipts during 1993. Petitioner has
stipulated that an identical anmpbunt was deposited in the

Uni versal bank account during 1993. Petitioner has al so
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stipulated that $103,420 of that $104, 786 was paid for personal
services petitioner perforned. WMreover, the record reveal s that
petitioner was a signatory on the Universal account, that he was
one of the original “capital unit” holders in Universal, and that
as a unit holder he was entitled to receive distributions of
i ncome and of corpus from Universal. Therefore, a conparison of
the facts in the record with the notice sent to petitioner
confirnms that respondent actually determ ned a deficiency in
petitioner’s tax. Mdreover, as we conclude in our discussion of
the substantive issues below, the record also proves the accuracy
of the determ nation nade.

Equal ly inportantly, the Court of Appeals for the Ninth
Circuit has limted the application of Scar to the narrow

ci rcunst ances where the notice of deficiency reveals on its face

that no determ nati on was made. See Kantor v. Conm ssioner, 998

F.2d 1514, 1521-1522 (9th Cr. 1993); dapp v. Conm ssioner, 875

F.2d 1396, 1402 (9th G r. 1989); Canpbell v. Conmm ssioner, 90

T.C. 110 (1988).

Petitioner argues that respondent’s three statutory notices
to petitioner, Ms. Ghavam , and Universal, which attributed the
sanme amount of incone to each of them show that respondent
failed to determne a deficiency in petitioner’s tax and that

petitioner’s notice was invalid on its face. W disagree.
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In Capp v. Conm ssioner, supra, the individual taxpayers

transferred their businesses to foreign trusts. The Comm ssi oner
i ssued notices to both the individuals and the trusts; the
notices attributed many of the sanme itens of incone to both
parties. The notices al so disallowed nunerous deductions as
unsubstanti ated, including all business expenses clainmed by the
i ndi viduals and the trusts.

The taxpayers in O app challenged the validity of the
notices, stressing the Conm ssioner’s alternative positions and
t he bl anket di sall owance of deductions. In response, the Court
of Appeals for the Ninth Crcuit observed that the Conm ssioner’s
alternative notices were intended to ensure that the Comm ssi oner
woul d be able to proceed whether or not the trusts were found to
be shans. The Court of Appeals stated that taking such
alternative positions:

seens to be a reasonable response to a tax evasion

schene for which there is not as yet a settled |egal

interpretation. Any other approach would reward the

tax evader who could cone up with a novel schene and

force the Comm ssioner to take a single, consistent

| egal interpretation. * * * On previous occasions we

have uphel d notices of deficiency which took

alternative positions for precisely this reason. Ml at
v. Comm ssioner, 302 F.2d 700, 704 (9th Gr. 1962);

Revell, Inc. v. R ddell, 273 F.2d 649, 660 (9th Cr
1960). [d app v. Conmi ssioner, supra at 1401; fn. ref.
omtted.]

The statutory notices sent to petitioner, M. Chavam, and

Universal, like the notices in Capp v. Conmni SSi oner, supra, were
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“whi psaw’ notices designed to protect respondent’s ability to
proceed, if a purported “trust” should be recognized as a
separate taxable entity. In the circunstances of the case at
hand, the notice sent to petitioner was proper.

For this and the other reasons set forth above, we hold that
the notice sent to petitioner was valid and that we have
jurisdiction of the case at hand. Petitioner’s argunment to the
contrary has no nerit.

B. Pr esunpti on of Correctness

In general, a deficiency notice is presuned correct, and the
t axpayer has the burden of proving it wong. See Rule 142(a);

Wlch v. Helvering, 290 U S. 111 (1933).7 There are certain

exceptions to this rule, however, where the notice alleges that
t he taxpayer has received unreported incone.

The Court of Appeals for the Nnth Grcuit has held in
unreported incone cases that the presunption of correctness
applies only where the Conm ssioner’s determnation is supported
by sone substantive evidence that the taxpayer received the

unreported inconme. See Rapp v. Conmm ssioner, 774 F.2d 932, 935

(9th Cir. 1985); Weinerskirch v. Conm ssioner, 596 F.2d 358, 360-

361 (9th Cr. 1979), revg. 67 T.C. 672 (1977); Petzoldt v.

Commi ssioner, 92 T.C 661, 687-690 (1989) (discussing Court of

" W& do not find that the burden-shifting provisions of
current sec. 6201(d) or sec. 7491 apply.
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Appeals for the Ninth Grcuit authorities). Once the
Commi ssi oner has introduced the necessary “predicate evi dence”
concerning the unreported i nconme, however, the taxpayer has the
usual burden of establishing, by a preponderance of the evidence,
that the Conm ssioner’s determnation is arbitrary or erroneous.

See Rapp v. Commi ssioner, supra at 935; Petzoldt v. Commi Ssioner,

supra at 689. The Court of Appeals has described the required

evidentiary foundation as “mnimal”. Palner v. IRS, 116 F.3d

1309, 1312-1313 (9th GCr. 1997). Moreover, this exception to the
presunption of correctness applies only to unreported i ncone; the
t axpayer always has the burden of proving entitlenment to any

deductions. See United States v. Zolla, 724 F.2d 808, 809-810

(9th Cir. 1984).

Petitioner asserts that the notice in the case at hand
shoul d not be presuned correct, because there is insufficient
evidence linking petitioner to the funds paid to Universal, which
respondent clains are petitioner’s incone. Petitioner notes that
Uni versal, not petitioner, actually received paynment of the
funds. Moreover, although petitioner was one of the original
capital unit holders in Universal, petitioner asserts that there
is no evidence that petitioner was a unit hol der (or other
beneficiary) of Universal during the year in issue. As a result,
according to petitioner, the presunption of correctness does not

apply because respondent has failed to show that petitioner
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personally received the unreported incone described in the

noti ce.
Al t hough sonme of the authorities cited by petitioner, such

as Hardy v. Comm ssioner, 181 F.3d 1002, 1004 (9th G r. 1999),

and Rapp v. Conmm ssioner, supra at 935, do nention the taxpayer’s

“receipt” of incone, it is nevertheless clear that the
Comm ssioner may satisfy the predicate evidence requirenent in
unreported i ncome cases by introducing evidence |linking the

t axpayer to tax-generating acts. See Shriver v. Conm ssioner, 85

T.C. 1, 4 (1985). Alternatively, respondent may satisfy the
predi cate evidence requirenment by show ng the taxpayer was
connected to unexpl ai ned bank deposits or cash. See Schad v.

Conmm ssi oner, 87 T.C. 609, 618-620 (1986) (discussing Court of

Appeals for the Ninth Grcuit authorities); Tokarski V.

Commi ssi oner, 87 T.C. 74 (1986).¢%

The record contains anple evidence |inking petitioner both

to tax-generating acts and to bank deposits of the incone

8 The authorities cited by petitioner, when read in full,
support this conclusion. For exanple, although Rapp v.
Comm ssioner, 774 F.2d 932, 935 (9th Cr. 1985) does nention
evidence of receipt, it also states that “Once the Governnent has
carried its initial burden of introducing sone evidence |inking
the taxpayer with incone-producing activity” (enphasis added),
t he burden of proof shifts to the taxpayer. Moreover, Hardy v.
Comm ssi oner, 181 F. 3d 1002, 1005 (9th GCr. 1999), states that
the exception to the presunption of correctness applies only
where the Comm ssioner has failed to provide any evidentiary
foundation for the deficiency notice.
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generated by those acts. For exanple, it is undisputed that
petitioner, a licensed real estate sal esperson, worked for WAWC
and a few other parties during 1993. It is also undisputed that
WWC and the other parties paid a total of $103,420 for
petitioner’s services during that year. Mreover, it is clear
that this $103,420 was deposited into Universal’s bank account,
that petitioner was one of the signatories to that account, and
that petitioner wote checks on that account. Finally, it is
clear that petitioner was one of the original capital unit
hol ders of Universal, and as such was once entitled to receive
di stributions of incone and corpus fromUniversal. Al this nore
than anply links petitioner with the unreported incone described
in the notice.

Petitioner asserts that, as a matter of |law, none of this
evi dence may be used to support the statutory notice, because:
(1) Respondent has not shown that respondent had the evidence
when the notice was issued, and (2) the evidence was not
described in the notice itself. W disagree.

In general, any adm ssi bl e evidence may be used to support a

deficiency notice. See Cook v. United States, 46 Fed. C. 110

(2000), which stated that an assessnment was not “naked” even if
the adm nistrative file supporting its entry was | ost, because:
what is critical, given the de novo nature of the

proceedings * * * is that adm ssible evidence exists to
support the assessnent. |If such evidence exists, and
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is admtted by the court, it is irrelevant whether it
is the sane evidence that the Service relied upon in
originally making its assessnent. * * * [|ld. at 114,

citations omtted.]

See al so Dellacroce v. Conm ssioner, 83 T.C. 269, 284 (1984)

(stating that in case appealable to Court of Appeals for the
Second Circuit, deficiency notice based on hearsay nust be held
arbitrary unless we can find adm ssible evidence in the record to

support it); Rosano v. Conm ssioner, 46 T.C 681, 687 (1966) (“we

know of no rule of law calling for a review of the material s that
were before the Comm ssioner in order to ascertain whether he
relied upon inproper evidence so that the burden of proof m ght

be shifted to hini); cf. Suarez v. Conm ssioner, 58 T.C. 792

(1972) (notice not entitled to presunption of correctness where
it was stipulated that notice was based entirely on
constitutionally inadm ssible evidence).?®

Petitioner’s proposed rule, if accepted, would require
courts to discover and exam ne the information actually used by
the Comm ssioner in determ ning a deficiency, whenever a taxpayer
chal l enged the validity of a notice. Such routine inquiries
woul d violate the well-settled rule that we do not, except in

exceptional circunstances, “look behind” a deficiency notice. In

° W also note that in one of the cases cited by petitioner,
Hardy v. Conm ssioner, supra at 1005, the Court of Appeals in
part relied on the taxpayer’s stipulations in deciding that the
predi cate evidence requirenent was satisfied.
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effect, the exception set forth in Scar v. Conm ssioner, 814 F.2d

1363 (9th Gr. 1987), revg. 81 T.C 855 (1983), would no | onger
be limted to cases where the notice of deficiency is invalid on
its face.

In the case at hand, petitioner has not offered any evidence
that could lead us to conclude, or nade any assertions that could
even | ead us to suspect, that the statutory notice was either
arbitrary or based upon constitutionally tainted evidence.
Moreover, the record contains a great deal of evidence show ng
that petitioner in fact received alnost all the incone charged in
the statutory notice. As a result, petitioner is not being put
in the position of having to “prove a negative” (i.e., the non-
recei pt of incone), sinply because respondent issued a notice

entitled to a presunption of correctness. Cf. Winerskirch v.

Conmi ssi oner, 596 F.2d at 361.

For this and the other reasons descri bed above, we hold that
the notice sent to petitioner is anply supported by the evidence
in the record; the unreported i ncone exception to the presunption
of correctness does not apply to the case at hand. Petitioner’s
argunents to the contrary have no nerit.

1. Petitioner’s Mdtion in Limne

The statutory notice stated that petitioner’s incone
i ncl uded unreported business gross receipts, but it did not give

any further explanation for this determ nation.
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Petitioner’s Motion in Limne asserts that respondent’s
failure to include a fuller explanation in the statutory notice
shoul d have consequences. Mrre particularly, petitioner clains
respondent should not be permitted to raise the assignnent of
i ncome, sham or grantor trust theories in the case at hand. 1In
the alternative, petitioner asserts that respondent shoul d bear
t he burden of proof on factual issues relating to those theories.

A. | ssue Precl usion

We note that respondent is not necessarily limted to the
i ssues or theories discussed in the statutory notice or the
answer. For exanple, we have considered argunents raised by the
Comm ssioner for the first tine on brief. See Ware v.

Comm ssi oner, 92 T.C 1267, 1268 (1989), where we stated:

The rule that a party may not raise a new issue on
brief is not absolute. Rather, it is founded upon the
exercise of judicial discretion in determ ning whether
consi derations of surprise and prejudice require that a
party be protected fromhaving to face a bel ated
confrontation which precludes or limts that party’s
opportunity to present pertinent evidence. * * *

More generally, we have stated, in Pagel, Inc. v.

Comm ssioner, 91 T.C. 200, 211-212 (1988), affd. 905 F.2d 1190

(8th Cir. 1990):

It is well established that a party may rely upon
a theory if the opposing party has been provided with
fair warning of the intention to base an argument upon
that theory. “Fair warning” nmeans that respondent’s
failure to give notice, in the notice of deficiency or
in the pleadings, of his intention to rely on a
particular theory did not prejudice the taxpayer’s
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ability to prepare its case. O key inportance in

eval uating the existence of prejudice is the anount of
surprise and the need for additional evidence on behalf
of the party opposed to the new position. [Ctations
omtted.]

See al so Sundstrand Corp. v. Conm ssioner, 96 T.C 226, 346-347

(1991), where we observed that we have refused to consider a new
theory raised by the Conm ssi oner where consideration of the

theory woul d prejudice the taxpayer. |In Sundstrand Corp. we

concl uded that the taxpayer was prejudi ced because it would have
presented additional evidence at trial if it had known of the new
t heory i n advance.

In the case at hand, respondent’s Mdtion to Consolidate
informed petitioner, nore than 8 nonths before trial, of
respondent’s position that Universal was a sham and t hat
i ndi vidual itens of income were taxed to petitioner personally.
More than 7 nonths before trial, respondent’s Requests for
Adm ssi on sought information that once again put petitioner on
noti ce of respondent’s position that Universal was a sham 1In
addition, alnost 2 nonths prior to trial, respondent’s notion to
conpel infornmed petitioners:

the primary issue is whether Universal Trust, created

by petitioners Ghavam and Johnston; should be

di sregarded for tax purposes due to its |ack of

econom ¢ substance and attenpted assignnment of incone

with the result that the net incone reported by the

trust, is properly reported by petitioners Gravam and

Johnst on.

Finally, on June 19, 2000, the Court discussed the assignnent of

i ncome, sham and grantor trust theories wth petitioner. The
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Court did not start trial until 1 week later, to allow petitioner
yet nore tine to gather additional evidence and to attenpt to
settle as many factual i1issues as possible. Wen trial resuned
after this 1-week period, petitioner refused to testify.
Mor eover, petitioner has not clained that he could have found or
of fered any additional evidence relevant to any of respondent’s
three theories, if given nore tine.

For all these reasons, it is clear petitioner had fair
war ni ng of the assignment of incone, sham and grantor trust
t heories, and woul d not be prejudiced by our consideration of
them Accordingly, we hold that respondent nmay rai se (and we nmay
consi der) any of those theories in this proceeding.?
Petitioner’s argunment to the contrary has no nerit.

B. Burden of Proof

Rul e 142(a) provides that “The burden of proof shall be upon
the petitioner * * * except that, in respect of any new matter,

increases in deficiency, and affirmative defenses, pleaded in the

10 petitioner also asserts that respondent shoul d be
precluded fromintroduci ng any evidence relating to the sham
grantor trust, and assignnent of incone theories. Because we
have just decided that petitioner had “fair warning” of these
theories, we can think of no reason why respondent should be
prohi bited fromintroduci ng evidence relevant to those theories.
See Rule 41(b)(2), which states:

| f evidence is objected to at the trial on the ground
that it is not within the issues raised by pl eadi ngs,
then the Court may receive the evidence * * * and shal
do so freely when justice so requires and the objecting
party fails to satisfy the Court that the adm ssion of
such evidence woul d prejudice such party in maintaining
such party’'s position on the nerits.
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answer, it shall be upon the respondent.” Because the statutory
notice did not nmention the assignnent of inconme, sham or grantor
trust theories, petitioner asserts that those theories are “new
matter” on which respondent has the burden of proof.

For many years, a deficiency notice was not required to
contain an explanation. A notice that sinply informed the
t axpayer that there was a deficiency and the anount thereof was
sufficient to raise the presunption of correctness and place the

burden of proof on the taxpayer. See Abatti v. Conm ssioner, 644

F.2d 1385, 1389 (9th Cr. 1981), revg. T.C. Menp. 1978-392; d sen
v. Helvering, 88 F.2d 650, 651 (2d Cr. 1937). Consistent with

t his approach, sone courts held that where a deficiency notice
was broadly worded, a theory raised by the Conm ssioner after the
notice was i ssued was not “new matter”, unless the new theory was
i nconsi stent with some position necessarily inplicit in the

determnation itself. Abatti v. Conmn ssioner, supra at 1390:;

Sorin v. Conm ssioner, 29 T.C. 959, 969-971 (1958), affd. per
curiam 271 F.2d 741 (2d G r. 1959).

In 1988, section 7522 was enacted by the Technical and
M scel | aneous Revenue Act of 1988, Pub. L. 100-647, 102 Stat.
3735. Section 7522 provides that any deficiency notice mailed
after 1989 “shall describe the basis for * * * the tax due * * *

i ncl uded in such notice.”
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In Shea v. Comm ssioner, 112 T.C 183 (1999), we consi dered

whet her a theory raised by the Comm ssioner for the first time on
brief was “new matter” on which the Conm ssioner had the burden
of proof. After discussing section 7522, we held that where the
Comm ssioner relied on a basis that was not stated in the
statutory notice and that required the presentation of different
evi dence, the new basis was new matter for purposes of Rule 142.
We need not consider this question further in the case at
hand. As we explain in our discussion of the substantive issues
i medi ately below, the record establishes that $103, 420 of the
$104, 786 paid to Universal was petitioner’s incone under the
assi gnnent of incone rule. W would reach the sane result no
matter who had the burden of proof on respondent’s theories.?!

[, Does Petitioner’s Inconme |Include the $103,420 Paid to
Uni versal ?

According to docunents executed in June 1990, petitioner
transferred his “know edge, talent, ability and labor” to
Uni versal, in exchange for certain “capital units” in Universal
Respondent clains that petitioner’s attenpt to transfer his
“know edge, talent, ability and | abor” to Universal was an

archetypi cal exanple of an invalid “assignnment of incone”, under

11 The record al so establishes that $1, 341 of the $104, 786
paid to Universal was paid for work done by Ms. Ghavam .
Respondent has conceded that this $1, 341, and the renmaining $25
deposited in the Universal account, were not incone to
petitioner.
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the long line of authority beginning with Lucas v. Earl, 281 U S

111 (1930). Accordingly, respondent asserts petitioner’s gross
i ncome includes the $103,420 paid for petitioner’s services
during 1993, even though petitioner did not directly receive the
paynments of that inconme but instead caused the paynents to be
diverted to Universal

Petitioner clains that Universal (and not petitioner) should
be taxed on the $103,420 in question, because Universal was the
“true earner” of that incone. According to petitioner, Universal
provi ded the services for which it was paid; petitioner was
sinply Universal’s agent or enployee. Petitioner additionally
asserts that in these circunstances, taxing petitioner on the
income in question would conflict with well-settled |aw
recogni zi ng personal service corporations as the “true earners”
of the inconme generated by the efforts of their sharehol der/
enpl oyees.

We agree with respondent. The record establishes that
petitioner’s transfer to Universal was a classic assignnent of

i ncome of the kind described in Lucas v. Earl, supra. Because

such assignnents are ineffective for Federal incone tax purposes,
petitioner remained the party taxable on the incone generated by
hi s services.

One of the primary principles of the Federal incone tax is

that income nust be taxed to the one who earns it. The Suprene
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Court has referred to this assignnment of inconme rule as “the

first principle of income taxation”, Conm ssioner v. Culbertson,

337 U. S. 733, 739 (1949), and as “a cornerstone of our graduated

income tax systenf, United States v. Basye, 410 U. S. 441, 450

(1973). Attenpts to subvert this principle by deflecting income
away fromits true earner to another entity by neans of
contractual arrangenents, however cleverly drafted, are not
recogni zed as dispositive for Federal inconme tax purposes,

notwi thstanding their validity under State law. See Vercio v.

Comm ssioner, 73 T.C. 1246, 1253 (1980) (citing United States v.

Basye, supra, and Lucas v. Earl, supra).

The assignnent of inconme rule applies wth particular force
to personal service incone. |In the |andmark case of Lucas v.

Earl, supra, M. Earl and his wife entered into a contract

provi ding that any property acquired by either of them including
salary and fees, would be considered joint property. The Suprene
Court assuned that the contract was valid under State |aw, but
held that M. Earl was still taxable on his entire salary and

pr of essi onal fees, stating:

this case is not to be decided by attenuated

subtleties. It turns on the inport and reasonable
construction of the taxing act. There is no doubt that
the statute could tax salaries to those who earned them
and provide that tax could not be escaped by
anticipatory arrangenents and contracts however
skillfully devised to prevent the salary when paid from
vesting even for a second in the man who earned it.

* * * [Lucas v. Earl, supra at 114-115.]
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Petitioner does not dispute that the $103,420 paid to
Uni versal for work done by petitioner nust be taxed to the earner
of that incone. Instead, petitioner asserts that for tax
pur poses Universal should be considered to have earned that
income (i.e., was the “true earner” of the incone).

We are therefore required to deci de whet her petitioner or
Universal is the proper party to be taxed on the $103, 420
generated by petitioner’s work, but paid to Universal. |In cases
simlar to the case at hand, we have held that the taxable party
is the person or entity who directed and controll ed the earning
of the inconme, rather than the person or entity who received the

incone. See Vercio v. Conm ssioner, supra at 1253 (citing

Wesenberg v. Conm ssioner, 69 T.C. 1005 (1978); Anerican Sav.

Bank v. Conmi ssioner, 56 T.C. 828 (1971)); see al so Conmi ssi oner

V. Sunnen, 333 U S. 591, 604 (1948) (“The crucial question

remai ns whet her the assignor retains sufficient power and control
over the assigned property or over receipt of the incone to nmake
it reasonable to treat himas the recipient of the incone for tax

purposes.”); Corliss v. Bowers, 281 U S. 376, 378 (1930)

(revocabl e trust created by husband for benefit of wife and
children treated as invalid assignnent of incone; Suprene Court
stated that “taxation is not so nmuch concerned with the
refinements of title as it is with actual command over the

property taxed * * *. * * * The inconme that is subject to a
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man’s unfettered command and that he is free to enjoy at his own
option nmay be taxed to himas his incone, whether he sees fit to
enjoy it or not.”).

The record shows that M. Blazyk, president of WAWC,
approached petitioner and asked himto work for WAMC. Petitioner
then agreed to do the work provided that WAMC pay Universal for
t he work done.

During 1993, WAWC paid Universal $95,6596 for work done by
petitioner. Also during that year, a few other parties paid
Uni versal $7,824 for work done by petitioner. This $103,420 paid
for petitioner’s services was deposited into Universal’'s bank
account. Petitioner had signatory authority over that account
and wrote checks on the account during 1993. Moreover, on brief
petitioner has conceded that he used the Universal account to pay
personal expenses during 1993; he al so appears to argue that only
approxi mately $31, 000 of the $51, 865 of expenses clai ned by
Universal on its return for 1993 were in fact business expenses.

The record al so shows that petitioner alone did the work for
whi ch WAMC pai d Universal during 1993. As far as WAWC was awar e,
Uni versal was not involved in naking any of the business
deci sions necessary to produce this income. Mre inportantly,
the parties have stipulated that Universal was not legally
entitled to hold a real estate |icence or conduct a nortgage

busi ness, and it was never involved in the working relationship
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bet ween petitioner and WWC. M. Blazyk’s only contact with

Uni versal occurred when petitioner asked WAMC to i ssue the checks

for his services to Universal. Until June 2000, M. Blazyk did

not know and never had any contact with M. Chisum although M.

Chi sumclains that he was either Universal’s trustee, or an

of ficer or agent of Universal’'s trustee, during nost of

Uni versal’s existence. Finally, petitioner did not report (and

has not conceded) that he received any salary (or other incone)

as a result of the paynents nmade to Universal for his services.
All this leads us to conclude that there was no negoti ation

bet ween petitioner and Universal, and no contract requiring

petitioner to supply his services to Universal and giving

Universal the right to control petitioner’s work. It also causes

us to conclude that Universal did not have a contract with WAWC

obligating Universal to provide services. |In this connection, we

note that petitioner did not testify (or offer any other

evi dence) about the nature of his enploynent relationship, if

any, with Universal, about the existence of any contracts he had

with Universal, or about Universal’s relationships or contracts

with the recipients of petitioner’s services. |In these

ci rcunst ances, we draw the normal inference frompetitioner’s

failure to offer evidence on these matters, which is that the

evi dence, if produced, would not have been hel pful to his cause.
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See Wchita Terminal Elevator Co. v. Commi ssioner, 6 T.C. 1158,

1165 (1946), affd. 162 F.2d 513 (10th Gir. 1947).

For all these reasons, the record establishes that
petitioner, rather than Universal, was the “true earner” of the
$103, 420 paid for petitioner’s services during 1993.
Petitioner’'s attenpted transfer of his “know edge, talent,
ability and | abor” to Universal was a classic assignnent of

i ncone. See Vercio v. Comm ssioner, 73 T.C. at 1250-1254

(taxpayers created trusts to which they purportedly conveyed the
“exclusive use of * * * [their] lifetinme services and all of the
currently earned renuneration therefronf; held, taxpayers
retained ultimate direction and control over earning of the

i ncome and the conveyance was an invalid assignnment of income, in
part because it was unlikely that a binding contract for services
between the trust and the taxpayers had been entered into, there
was no evidence that the trust had any right to direct the

t axpayers’ incone-producing activities, and it was questionabl e
whet her the trusts could in any event obligate the taxpayers to
perform services that were inherently personal in nature); see

al so vnuk v. Comm ssioner, 621 F.2d 1318, 1319 (8th Cr. 1980),

affg. T.C. Meno. 1979-164 (physician conveyed to a trust “the
exclusive use of * * * [his] lifetinme services and all the
currently earned renuneration accruing therefroni; held,

physician retained ultimate direction and control and conveyance
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was an anticipatory assignnent of incone, in part because the
trust had no right to supervise the taxpayer’s enploynent or
determ ne his renmuneration, and the taxpayer had no | egal duty to
earn noney or performservices for the trust).

Petitioner argues that our conclusion conflicts with the
authorities recogni zing personal service corporations (PSC s) as
the “true earners” of the inconme generated by the efforts of
t heir sharehol der/ enpl oyees. W di sagree.

First, we note that in many circunstances, arrangenents
creating PSC s are invalid assignnents of incone. See, e.g.,

Leavell v. Conm ssioner, 104 T.C 140 (1995); Johnson v.

Commi ssioner, 78 T.C. 882, 889-890 (1982) (anmounts paid by

pr of essi onal basketball club for player’s services were incone to
pl ayer rather than to PSC which received the paynents), affd.
wi t hout published opinion 734 F.2d 20 (9th Cr. 1984). W also
note that Congress has enacted various Code provisions in an
attenpt to end various perceived abuses of PSCs. See, e.g.,
sec. 269A

Second, the authorities recognizing PSCs as the true
earners of the incone generated by the sharehol ders’ services
have noted the tension between the assignment of inconme rule set

forth in Lucas v. Earl, 281 U S. 111 (1930), and the inportance

attributed to the corporate formby Mline Properties, Inc. V.

Commi ssioner, 319 U S. 436 (1943). See, e.g., Johnson v.
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Conmi ssioner, 78 T.C. at 890 n.13; Keller v. Conm ssioner, 77

T.C. 1014, 1030-1031 (1981), affd. 723 F.2d 58 (10th Cr. 1983).
O course, in the case at hand petitioner enployed a purported

trust in his diversion scheme, and the Mdline Properties, |Inc.

policy favoring the recognition of sharehol ders and corporations
as separate taxable entities is sinply not applicable.

Third, even when we respect a PSC as the true earner, this
does not end our exam nation; we then evaluate the arrangenent
bet ween t he sharehol der and the PSC under section 482. 1In so
doi ng, we consi der whether the shareholder’s total conpensation
fromthe PSC was essentially equivalent to that which he would
have received if he had not enployed the PSC structure. See,

e.g., Haag v. Conm ssioner, 88 T.C. 604, 614-615 (1987), affd.

wi t hout published opinion 855 F.2d 855 (8th Cir. 1988); Keller v.

Comm ssioner, 77 T.C. at 1024-1025. This analysis ensures that

t he shareholder will be taxed on the reasonable value of his
services, except to the extent his taxable incone is reduced by
Code provisions that specifically provide for deferral or
nonrecognition of inconme (e.g., qualified pension plan
provisions). W repeat that in the case at hand petitioner did
not report (and has not conceded) that he received any salary (or
other incone) as a result of the paynents made to Universal for
his services. Moreover, Universal’s 1993 tax return clained a

deduction for a distribution of Universal’s entire net incone to
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a beneficiary with a foreign address, which M. Chisum asserted
was a Turks and Caicos trust with a foreign trustee.

Fourth, we have held that two el enents nmust be present
before a PSC, rather than its service-perform ng enpl oyee, can be
considered the true earner of the inconme. First, the service-
perform ng enpl oyee nust be just that—an enpl oyee of the PSC,
whom the PSC has the right to direct or control in sone
meani ngf ul sense. Second, the PSC and the person or entity using
t he enpl oyee’ s services nust have a contract or simlar
arrangenent recognizing the PSC s controlling position. See

Johnson v. Commi ssioner, 78 T.C. at 891. Nei t her of these

el enments is present in the case at hand.

In short, the authorities concerning the taxation of PSC s
confirmrather than chall enge our conclusion that petitioner’s
attenpted diversion to Universal of the conpensation for his
services was an invalid assignnent of incone.

We hold that petitioner’s gross inconme includes the $103, 420
paid to Universal, as determ ned by respondent. Because we reach
this hol di ng under the assignnment of incone rule, we need not
consi der respondent’s alternative argunents that Universal was a

sham or a grantor trust.??

12 Petitioner also argues that our holding conflicts with
certain Courts of Appeal s decisions concerning the tax treatnent
of contingent legal fees. See, e.g., Estate of darks v. United

(continued. . .)
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| V. Is Petitioner Entitled to Additional Deductions?

The statutory notice did not allow petitioner any deductions
for trade or business expenses. On the basis of copies of a few
checks drawn on the Universal account, respondent has conceded
that petitioner is entitled to deduct, as trade or business
expenses, the followi ng anbunts paid by Universal: $914 for

post age, $220 to sponsor sports teans, and $441 for printing.

2, .. continued)
States, 202 F.3d 854 (6th G r. 2000) (contingent-fee agreenent is
not invalid assignnent of inconme, and client’s incone does not
i nclude portion of recovery paid to attorney pursuant to the
agreenent); Cotnamyv. Conm ssioner, 263 F.2d 119 (5th Cr. 1959),
affg. in part and revg. in part 28 T.C. 947 (1957).

Petitioner’s argument has no nerit. Not only do other
Courts of Appeals (including the Court of Appeals for the Ninth
Circuit, to which the present case is appeal able) and the Tax
Court disagree with Estate of O arks and Cotnam see, e.g., Coady
v. Comm ssioner, 213 F.3d 1187 (9th G r. 2000); Baylin v. United
States, 43 F.3d 1451 (Fed. Cir. 1995); Kenseth v. Conmm Ssioner,
114 T.C. 399 (2000), but, nore inportantly, the purported trust
arrangenment in the case at hand is conpletely different fromthe
contingent fee agreenents at issue in Estate of O arks and
Cot nam

In Estate of O arks and Cotnam the Courts of Appeals
stressed that the client’s claimwas, for all practical purposes,
wort hl ess without the services of the attorney who could bring it
to fruition; in Estate of Carks, the Court of Appeals even
characterized the attorney-client relationship in a contingent-
fee arrangenent as simlar to a joint venture or partnership. By
contrast, in the case at hand, the record shows that petitioner’s
servi ces had val ue by thensel ves; Universal had nothing to do
wi th, and no control over, the earning of petitioner’s service
income. In short, petitioner’s control of the incone generated
by his services was nore than sufficient to nake himthe party
taxabl e on that incone.
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Petitioner asserts he is entitled to additional trade or
busi ness deductions on account of other expenses paid by
Uni versal, in an aggregate anount of approximtely $29, 500.
Petitioner refused to testify (or supply any other evidence)
about the business purpose of these expenses. The only proof
petitioner offered in support of his claimconsists of copies of
vari ous checks drawn on the Universal account.

Respondent objects to the adm ssion of these checks because
petitioner did not exchange themw th respondent 15 days prior to
trial, as required by our standing pretrial order. Respondent
al so argues that petitioner has not proved his entitlenent to any
addi ti onal deductions, whether or not the checks are admtt ed.

Bef ore we can consider these issues, we need to address one
prelimnary matter. W have redeterm ned the anount of
petitioner’s inconme under the assignnment of income rule; we have
not found it necessary to deci de whether Universal was a sham
We al so note that respondent has never argued that the incone and
deductions in issue should be attributed to different taxpayers.
Respondent has stipulated that petitioner is entitled to
deductions for sone anounts paid by Universal; these stipul ations
were not conditioned on our deciding that Universal was a sham
Accordi ngly, we conclude respondent has conceded that, because we
have deci ded petitioner’s incone includes paynents received by

Uni versal, petitioner may deduct anounts paid by Universal to the
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extent petitioner establishes the anmounts were paid for valid
trade or business expenses of petitioner.

A. Should the Checks O fered by Petitioner Be Adnitted?

We concl ude that the copies of checks submtted by
petitioner should be admtted, notw thstandi ng respondent’s
objection. The parties have stipul ated the existence of the
Uni versal account. Respondent has introduced copies of checks
drawn on that account as evidence that petitioner and Ms. Ghavam
were authorized to (and did) wite checks on that account during
1993; petitioner has stipulated the adm ssion of those copies.
In addition, at the Court’s urging, petitioner worked with
respondent’s counsel during the week before trial to agree on
many additional stipulations, including stipulations concerning
deposits to the Universal account that hel ped prove respondent’s
case. W also note that as part of these additional
stipul ations, respondent conceded that petitioner is entitled to
deduct sone expenses paid with checks drawn on the Universal
account .

In light of the foregoing, it is clear respondent has not
been surprised by the existence of the Universal account, and
does not question or need to investigate the authenticity of the
copi es of checks drawn on that account. |ndeed, respondent has
relied on check copies and ot her information about the Universal

account as proof of respondent’s case in chief; sonme of that
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informati on was the subject of stipulations entered into after
the 15-day period specified in our pretrial order had expired.
Finally, we note that even if we admt the checks offered by
petitioner as proof that Universal paid the payees naned therein,
petitioner is still required to prove that the paynents were

ordi nary and necessary business expenses. See Interstate Transit

Lines v. Commi ssioner, 319 U S. 590, 593 (1943) (taxpayer nust

prove entitlement to any deduction clainmed). For all these
reasons we conclude that respondent woul d not be prejudiced by
our adm ssion of the checks submtted by petitioner and that in
fairness we should admt theminto evidence.

B. Did Petitioner Prove H s Entitlenent to Deductions?

Petitioner asserts that the checks prove his entitlenent to
deductions for the foll ow ng categories of expenses: Wter;
electricity; gas; hone office cleaning and nai ntenance; nedi cal
i nsurance; life insurance; equipnment; subscriptions and
publications; cellular phone service; supplies; autonobile; trash
pi ckup; and m scel | aneous. However, the information contai ned on
many of the checks does not prove that the checks were actually
used to pay expenses of the category clained. Mre inportantly,

t he checks appear to have been used to pay expenses that could be
ei ther business or personal, depending on the circunstances. In

t he absence of any evidence of the business purpose of these
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cl ai mred expenses, petitioner is sinply not entitled to deduct
t hem

However, petitioner has also clained a deduction for $726 in
pager expenses. After having exam ned the checks, we are
convi nced that such anmount was in fact spent on pager services,
and that under the circunstances of this case, this expense was
nore |ikely than not a business expense. W therefore concl ude
petitioner is entitled to deduct it.

We hold that other than this anount (and the deducti ons
conceded by respondent), petitioner is not entitled to any of the
addi ti onal deductions cl ai ned.

V. Additions to Tax

Section 6651(a)(1l) inposes an addition to tax for the
failure to file an incone tax return within the tine prescribed
by law, unless it is shown that the failure is due to reasonabl e
cause and not to willful neglect. The taxpayer bears the burden
of showi ng that reasonabl e cause exists. See Rule 142(a); United

States v. Boyle, 469 U S. 241, 245 (1985).

Petitioner did not file a return for 1993, and there is no
evi dence he had reasonabl e cause for this failure. Accordingly,
petitioner is liable for the maxi num 25-percent addition for
failure to file, applied to the amount of the deficiency as

redeterm ned in accordance with this opinion.
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Section 6654(a) provides for an addition to tax in the case
of any underpaynent of estimated tax by an individual. This
addition is mandatory absent a show ng by the taxpayer that one

of the statutory exceptions applies. See Gosshandler v.

Comm ssioner, 75 T.C. 1, 20-21 (1980).

Petitioner did not pay any estimated tax for 1993, and he
has not shown that any exceptions apply. Accordingly, the
section 6654 addition applies, determ ned in accordance with the
rest of this opinion.

VI . Respondent’s Mbdtion for Sanctions Under Rule 104

Approxi mately 2 weeks before trial, respondent noved for
sanctions under Rule 104(c), in response to petitioner’s failure
to participate in discovery and to conply wwth the Court’s orders
concerni ng discovery. At trial, respondent stated that the
stipulations entered into by the parties had rendered this notion
moot. In light of the stipulations and our holdings in this
case, we agree with respondent. Respondent’s notion will be
deni ed as noot.

V. Respondent’s Motion for a Penalty Under Section 6673

Section 6673(a)(1l) provides that whenever it appears that
t he taxpayer has instituted or maintained proceedings in this
Court primarily for delay, or the taxpayer’s position in such
proceedings is frivolous or groundl ess, or the taxpayer

unreasonably failed to pursue avail able adm nistrative renedi es,
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the Court may require the taxpayer to pay a penalty to the United
States of up to $25, 000.

At trial, after petitioner stated that he would not testify,
respondent noved for a penalty under section 6673. According to
respondent’s notion, petitioner’s claimthat the $103,420 paid to
Universal is not includable in petitioner’s income is frivol ous.

Under the circunstances of the case at hand, we decline to
i npose the section 6673 penalty. On June 19, 2000, respondent’s
counsel informed petitioner that he was prepared to nove for a
penalty if petitioner continued to insist that the $103, 420 paid
to Universal for work done by petitioner was not petitioner’s
i ncone. Respondent’s notion seeks a penalty against petitioner
on this ground.

W note that on June 13, 2000, petitioner had stipul ated
t hat WAMC pai d Uni versal $95,596 for work done by petitioner. W
al so note that on June 27, 2000, the parties submtted a Second
Stipulation of Facts. In that docunent, petitioner nmade many
addi tional stipulations concerning the paynment of the $103,420 to
Uni versal for work done by petitioner, and concerning deposits of
that amount to Universal’ s bank account. These stipul ations
hel ped prove respondent’s case in chief. |ndeed, we note that
respondent did not present any witnesses at trial.

We believe that petitioner’s course of conduct was counsel ed

by M. Chisum who appears to have advi sed petitioner throughout
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this proceeding.® In addition, after respondent’s |ast warning
on June 19, 2000, the bulk of petitioner’s efforts were devoted
to jurisdictional and procedural challenges to the statutory
notice, rather than to the substantive argunent respondent
conplains of . For these reasons and in these circunstances, we
decline to inpose a section 6673 penalty on petitioner.

I n conclusion, we note that petitioner’s jurisdictional and
procedural challenges had no legal nerit. They were objectively
frivolous and nmay well have been maintained primarily for del ay.
We al so note that petitioner is currently before the Court in a
case involving other years. Should petitioner ignore the
war ni ngs and hol dings of this Court in the case at hand, there
wi |l be anple opportunity to consider whether inposition of a

penal ty under section 6673 woul d be appropri ate.

13 W observe that if M. Chisumwere a | awer authorized to
practice in this Court, there mght well be grounds under Rule
24(qg) for disqualifying himfromrepresenting petitioner and the
other participants in the trust arrangenents that M. Chi sum has
been pronoting and operating, see supra note 2, on the ground
that M. Chisumhas a conflict of interest. Cf. Para
Technol ogi es Trust v. Comm ssioner, T.C. Meno. 1992-575. The
predi canent that petitioner finds hinself in would appear to be
the direct result of the operation of that conflict. See D xon
v. Comm ssioner, T.C Meno. 2000-116, n.18 and acconpanyi ng text.

¥ 1n this connection, we note that petitioner’s argunents
against the validity of the statutory notice are al nost identical
to M. Chisumis argunents in Universal’'s case.

15 Johnston v. Conmmi ssioner, docket No. 18619-99.
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We have considered all allegations and argunents of
petitioner that we have not discussed herein; we find themto be
w thout merit or irrelevant.

To take account of the foregoing,

An order will be issued denyi ng

petitioner’'s Mtion for Sunmary

Di sposition and/ or Judgnent and Mbotion

in Limne and respondent’s Mbtion for

Sancti ons Under Rule 104 and Modtion for

Sancti ons Under Section 6673; decision

will be entered under Rul e 155.




